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Corporate Finance
PROF. K. LAJILI
		HOMEWORK ASSIGNMENT II 


Chapter 17

Problem 17.1

	Sunshine Corp.’s economists estimate that a good business environment and a bad business environment are equally likely for the coming year. The managers of Sunshine must choose between two mutually exclusive projects. Assume that the project Sunshine chooses will be the firm’s only activity and that the firm will close one year from today.  Sunshine is obligated to make a $4,800 payment to bondholders at the end of the year. The projects have the same systematic risk but different volatilities. Consider the following information pertaining to the two projects. Assume that the discount rate is 0.


   
	  Economy
	Probability
	Low-
Volatility
Project Payoff
	High-
Volatility
Project Payoff

	  Bad
	0.50
	$
	4,800
	 
	$
	3,800
	 

	  Good
	0.50
	 
	4,840
	 
	 
	5,000
	 

	


    
	a-1.
	What is the expected value of the firm if the low-volatility project is undertaken?


	a-2.
	What is the expected value of the firm if the high-volatility project is undertaken?


	a-3.
	Which of the two strategies maximizes the expected value of the firm?


	b-1.
	What is the expected value of the firm’s equity if the low-volatility project is undertaken? 


	b-2.
	What is the expected value of the firm’s equity if the high-volatility project is undertaken?


	c.
	Which project would Fountain’s stockholders prefer? Explain.


	d.
	Suppose bondholders are fully aware that stockholders might choose to maximize equity value rather than total firm value and opt for the high-volatility project. To minimize this agency cost, the firm’s bondholders decide to use a bond covenant to stipulate that the bondholders can demand a higher payment if Fountain chooses to take on the high-volatility project. What payment to bondholders would make stockholders indifferent between the two projects?



Problem 17.3
	Good Time Company is a regional chain department store. It will remain in business for one more year. The probability of a boom year is 64 percent and the probability of a recession is 36 percent. It is projected that the company will generate a total cash flow of $201 million in a boom year and $82 million in a recession. The company's required debt payment at the end of the year is $125 million. The market value of the company's outstanding debt is $85 million. The company pays no taxes.



	a
	. What payoff do bondholders expect to receive in the event of a recession?
	b.
	What is the promised return on the company's debt?



	c.
	What is the expected return on the company's debt?






	 



Chapter 19

Problem 19.1

	The Mann Company belongs to a risk class for which the appropriate discount rate is 15 percent. Mann currently has 140,000 outstanding shares selling at $125 each. The firm is contemplating the declaration of a $5 dividend at the end of the fiscal year that just began. Assume there are no taxes on dividends. Answer the following questions based on the Miller and Modigliani model, which is discussed in the text.



	a
	.  What will be the price of the stock on the ex-dividend date if the dividend is declared?
	b
	.  What will be the price of the stock at the end of the year if the dividend is not declared?
	c
	. If Mann makes $3.25 million of new investments today, earns net income of $1.1 million, and pays the dividend at the end of the year, how many shares of new stock must the firm issue to meet today's funding needs?
	d.
	Is it realistic to use the MM model in the real world to value stock?


















Problem 19.2
	
You own 1,000 shares of stock in Avondale Corp. You will receive a $.80 per share dividend in one year. In two years, Avondale will pay a liquidating dividend of $45 per share. The required return on Avondale stock is 10 percent.



	a.
	What is the current share price of your stock (ignoring taxes)?

	b.
	If you would rather have equal dividends in each of the next two years by creating homemade dividends, what would be the cash flow for Year 1 and Year 2? 





Problem 19.3

	Flychucker Corporation is evaluating an extra dividend versus a share repurchase. In either case $5,500 would be spent. Current earnings are $.95 per share, and the stock currently sells for $30 per share. There are 230 shares outstanding. Ignore taxes and other imperfections.



	a.
	What will be the effect on Flychucker’s EPS and PE ratio under the two different scenarios?

	b.
	In the real world, which of these actions would you recommend? Why?





Chapter 30

Problem 30.1

	Assume that the following balance sheets are stated at book value. Use Purchase method of accounting for calculation.



	Jurion Co.

	  Current assets
	$
	14,000  
	  Current liabilities
	$
	4,300  

	  Net fixed assets
	 
	19,600  
	  Long-term debt
	 
	2,700  

	 
	 
	 
	  Equity
	 
	26,600  

	 
	
	
	 
	
	

	      Total
	$
	33,600  
	      Total
	$
	33,600  

	 
	

	

	 
	

	


	



	James, Inc.

	  Current assets
	$
	4,800  
	  Current liabilities
	$
	2,200  

	  Net fixed assets
	 
	7,800  
	  Long-term debt
	 
	1,300  

	 
	 
	 
	  Equity
	 
	9,100  

	 
	
	
	 
	
	

	      Total
	$
	12,600  
	      Total
	$
	12,600  

	 
	

	

	 
	

	


	


    
	Suppose the fair market value of James’s fixed assets is $16,800 versus the $7,800 book value shown. Jurion pays $23,800 for James and raises the needed fund through an issue of long-term debt. Construct the postmerger balance sheet.





Problem 30.2

	Consider the following premerger information about a bidding firm (Firm B) and a target firm (Firm T). Assume that both firms have no debt outstanding:



	 
	Firm B
	Firm T

	  Shares outstanding
	 
	1,600
	 
	 
	1,100
	 

	  Price per share
	$
	36
	 
	$
	23
	 

	



	Firm B has estimated that the value of the synergistic benefits from acquiring Firm T is $3,400.



	a.
	If Firm T is willing to be acquired for $31 per share in cash, what is the NPV of the merger?



	b.
	What will the price per share of the merged firm be, assuming the conditions in (a)?

	c.
	In part (a), what is the merger premium?

	d.
	Suppose Firm T is agreeable to a merger by an exchange of stock. If B offers 2 of its shares for every 5 of T's shares, what will the price per share of the merged firm be?

	e.
	What is the NPV of the merger assuming the conditions in (d)?


	 

	 


Problem 30.3

	Consider the following premerger information about Firm A and Firm B:



	 
	Firm A
	Firm B

	  Total earnings
	$
	940
	 
	$
	630
	 

	  Shares outstanding
	 
	590
	 
	 
	280
	 

	  Price per share
	$
	45
	 
	$
	20
	 

	



	Assume that Firm A acquires Firm B via an exchange of stock at a price of $24 for each share of B's stock. Both A and B have no debt outstanding.



	a.
	What will the earnings per share, EPS, of firm A be after the merger?

	b.
	What will firm A ’s price per share be after the merger if the price–earnings ratio does not change)? 

	c.1.
	  If there are no synergy gains, what will the share price of A be after the merger?


	c.2.  
	If there are no synergy gains, what will the price–earnings ratio be?


	c.3.  
	 What does your answer for the share price tell you about the amount A bid for B ? Was it too high? Too low? Explain.





Chapter 22

Problem 22.1

	You work for a nuclear research laboratory that is contemplating leasing a diagnostic scanner (leasing is a common practice with expensive, high-tech equipment). The scanner costs $4,000,000, and it would be depreciated straight-line to zero over four years. Because of radiation contamination, it will actually be completely valueless in four years. You can lease it for $1,400,000 per year for four years. Assume that the tax rate is 32 percent. You can borrow at 6 percent before taxes. Assume that lease payments occur at the end of the year.



	a.
	Calculate the NAL.

	b.
	Should you lease or buy?



Problem 22.2
	
You work for a nuclear research laboratory that is contemplating leasing a diagnostic scanner (leasing is a common practice with expensive, high-tech equipment). The scanner costs $4,730,000, and it would be depreciated straight-line to zero over four years. Because of radiation contamination, it will actually be completely valueless in four years. You can lease it for $1,450,000 per year for four years. Assume that the tax rate is 35 percent. You can borrow at 10 percent before taxes. Assume that lease payments occur at the end of the year.


   
	What are the cash flows from the lease from the lessor’s viewpoint? Assume a 35 percent tax bracket
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